N. A. C. A. BULLETIN 


XXV, No. 13 March 1, 1944 





IN THIS ISSUE 


Relief Provisions of the Excess Profits 
Tax Law, Including Section 722, 


by Harold K. Marks 











This Bulletin is published semi-monthly by the National 
Associa’ of Cost Accountants, 385 Madison Ave., New 
York 17, N. Y. Subscription price, $10.60 per year. Entered 


at the Post Office, New York, N. Y., as second-class mat- 
ter August 28, 1925, under the Act of March 3, 1879. 




















EDITORIAL DEPARTMENT NOTE 


More and more the industrial or cost accountant finds his field 
expanding and finds himself concerned with matters which he formerly 
considered outside that field. In the past taxes have been con- 
sidered in the province of the financial or tax accountants, and aside 
from interest in a few matters bearing on cost accounting methods, 
such as depreciation allowances and inventory valuation, the cost 
accountant as such has not felt any direct relation between the pro- 
visions of tax laws and his cost records. But as tax rates have 
increased and tax regulations have become more voluminous and 
complicated, companies have had to go deeper into their records to 
support their tax claims and to depend more and more on cost ac- 
counting records. This is particularly true in connection with the 
relief provisions of the excess profits tax law, for in many cases cost 
records are required to substantiate claims for relief and to determine 
the amount thereof. Because of this we are certain that all cost 
accountants will be interested in the excellent discussion of the re- 
lief provision provided by the article in this issue of the Bulletin. 


The author of this article, Harold K. Marks, is a Partner in the 
firm of J. K. Lasser & Co. of New York. He has been associated 
with this firm for several years. He is a Certified Public Account- 
ant of the State of New Jersey and is a member of the American 
Institute of Accountants, the New a Seg Society of Certi- 
fied Public Accountants, the National Office Management Associa- 
tion, and the National Association of Cost Accountants. Mr. Marks 


has written many articles for technical oe, He has also 


lectured before the New Jersey State ty of Certified Public 
oe and the New York University Institute on Federal 
‘axation. 





Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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RELIEF PROVISIONS OF THE EXCESS PROFITS 
TAX LAW, INCLUDING SECTION 722 


By Harold K. Marks, Partner, 
J. K. Lasser & Co., New York, N. Y. 


: bers SUBJECT of excess profits tax relief should have a 

unique interest to cost accountants. In fact, in my experience, 
the information supplied by cost accountants is the greatest single 
factor in the proper preparation of these cases. This is so for a 
variety of reasons. Primarily the general accounting records are 
not sufficiently detailed nor informative to clearly disclose the ex- 
istence of many incidents and events which will qualify a corpora- 
tion for excess profits tax relief. In others, the statistical data sup- 
plied by the corporate records are the only reliable source of data 
upon which to base a proper case supplying sufficient proof of the 
pleas for relief, as well as the quantity of relief which should be 
granted. 

Here is an opportunity for cost accountants to prove themselves 
of tremendous value to their employers. I think we all agree “We 
must Back the Attack” and that industry must strain every pro- 
duction facility to the utmost in order to supply the goods that the 
war effort requires so that we may return to the normal American 
way of life. But we must not forget that the termination of war 
production will result in terrific economic dislocations of indus- 
tries; that ample reserves will be required for post-war reconver- 
sions to peacetime activities; and that there will be tremendous 
losses because of contract terminations, inventory losses, and obso- 
lescence. Such reserves are almost impossible to build today with 
a hard driving policy of renegotiation and an excess profits tax, 
confiscatory in nature, at 90 per cent and which will be 95 per cent 
for 1944. With that vision in mind it behooves us to direct a very 
considerable amount of time and attention towards the salvaging 
of these profits. 

I do not think that any sound-thinking business man or econo- 
mist can object to the theory that no individual or corporation 
should become rich at the expense of our country. Nor can we 
argue that excessive profits arising from war activities should not 
be recaptured. Our whole problem hinges on just what excessive 
profits are, and it is that definition which is the crux of the whole 
situation. : 
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Philosophy of Excess Profits Tax 


It is of vital importance for a proper understanding of the relief 
provisions of excess profits taxes that we understand the philosophy 
behind the entire excess profits tax law. It should be well remem- 
bered that the normal and surtax rate amounting to 40 per cent 
is a pretty stiff tax by itself, and the Congress realized this in 
permitting some lower normal and surtax rate for corporations 
whose net income is less than $50,000. However, when it pro- 
ceeded to set a confiscatory tax upon excess profits at the rate of 
go per cent, with some realization of the drastic effects of this 
tax, it inserted a provision for a post-war refund of 10 per cent 
of the excess profits tax, and a specific exemption for each corpo- 
ration of $5,000. 

The next step was to define “excess profits.” In order to do so, 
it was necessary to define “normal profit,” as excess profits are 
those profits in excess of normal profits. 

The first definition of normal profits was the obvious one—a 
percentage of return on investment. As you all know, this is the 
basis for the preparation of tax returns on the invested capital 
basis. For 1943 returns this is computed on the following percen- 
tages of invested capital for the taxable year: 8 per cent on tlie 
first $5,000,000, plus 7 per cent on the next $5,000,000, plus 6 per 
cent on the next $190,000,000, plus 5 per cent on the excess over 

Congress gave serious thought to the definition of invested cap- 
ital and decided to include not only equity invested capital, but 
one-half of borrowed capital. 

That may seem to be an equitable basis for the determination of 
normal profits, but here arose one of the first great problems. 
What of companies in which capital was not an important income- 
producing factor—companies which depended largely upon serv- 
ices for their earning power rather than large investments in fixed 
assets? What of companies whose intangible assets, which were 
not includible in invested capital, made important contributions to 
income—those companies which had built up goodwill over a long 
period of years, and whose earnings normally were far above and 
beyond these percentages of return on invested capital? Many of 
these companies had patents or goodwill of tremendous value but, 
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by reason of the fact that they had been developed over a period 
of years and not purchased or secured by reason of investment, 


eee: they were not included in the invested capital. What also of com- 
Sophy panies whose invested capital was abnormally low for many 
_ reasons ? 

Tr cent 

e ss The Average Earnings Method 

‘ations 

t pro- Thus was born the average earnings method of measuring nor- 
ate of mal income. Congress selected the period 1936 through 1939 as a 


f this base period from which to determine normal profits. It is, of 
course, true that the years 1936 through 1939 were the four years 


re: preceding the first excess profits tax year. But it was not solely 

chance which prompted Congress to select these four years. Con- 
de ot gress has said that the years 1936 through 1939 represented a 
s a period of normal profits for business in general. It has a definite 

pattern: 1936 being a normal year, 1937 a good year, 1938 a bad 
aia year, and 1939 another normal year, thus completing a definite 
. cycle. References to the Federal Reserve index of industrial pro- 
Ps the duction bears out this premise. Using the five years 1935 through 
— 1939 as a reference, representing the index figure 100, the average 
se industrial production for 1936 through 1939 was 103. Further- 


6 more, in comparison, the years 1923 through 1929 on the same 
: ae basis shows an index of 94. It may be seen that average industrial 
Ber. production for the base period years selected by Congress was ap- 
proximately 10 per cent above the 1923 to 1929 average which 






| cap- was generally regarded as a period above normal prosperity in 
, but this country. I'll discuss this situation in more detail later. At the 
moment I wish merely to direct your attention to the fact that this 
on of is a general average for all industrial production, that in many 
lems. cases wide disparities are found in individual industries, and that 
ome- these disparities form the basis for certain kinds of excess profits 
serv- tax relief. 
as This method of determining the excess profits credit, that is, 
oth normal earnings, is of great importance in connection with two 
long very important relief sections of the excess profits tax law—Sec- 
aan tion 711 and the now famous Section 722. I will discuss the aver- 
y of age earning basis more fully in connection with those two sections. 
but, Let us first discuss the relief provisions which apply to income 
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within the current excess profits tax taxable year. One of the most 
important of these sections is Section 721. 

To begin with we must understand that Congress and tax leg- 
islators are not omniscient nor is it possible for them to write a 
tax law which will be precisely equitable in every individual case. 
Even if this were possible such a law would be so voluminous and 
complicated that no one could understand it. As a matter of fact 
I might say that we are all having a great deal of difficulty under- 
standing the law as it is today.° 

A lot of business men discussed their problem with the House 
Ways and Means Committee, the Senate Finance Committee, the 
Treasury Department, and various other bodies and from some of 
these discussions emerged the relief Section 721. 


Section 721 


We remember that it was Congress’ intent to tax excess profits 
and more particularly excess profits due to the effort of the war. 
One peculiarity of our present tax law is the inclusion in current 
taxable year of all income which is realized within the year whether 
or not actually earned in that year. Congress readily recognized 
that some of this income should not be subjected to excess profits 
tax merely because the realization of such income happened to fall 
within an excess profits tax year. The basic idea of Section 721, 
therefore, is to define and classify income which is “abnormal” and 
if it can be shown that such income is attributable to other years 
either past or future it may be excluded from income in the cur- 
rent year and included in the year to which it is attributable. 
Please bear in mind that this allocation to other years is done for 
excess profits tax purposes only and not for the purpose of the 
normal and surtax net income. 

Congress specifically mentioned five such classes of income in 
the 1942 Act. It should be borne in mind that the specific mention 
of the classes of income was in no way intended to limit the ap- 
plicability of this section to the classes of income mentioned. These 
were classes of income to which much discussion was given in the 
various hearings and they were listed merely as examples of kinds 
of income which might be considered abnormal and also indicated 
that in considering abnormal income, all income of the same class 
should be grouped together. They stated in Section 721 that other 
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classes of income were to be prescribed by the Commissioner of 
Internal Revenue. While the Commissioner has not yet prescribed 
such classes, that will not prevent us from making a proper claim 
under this section. 


Section 721 Income Classes 

Section 721 (a) (2) (A)—Income from a claim, award, judg- 
ment, or decree, plus the interest thereon. Generally speaking such 
income would be properly attributable to the year in which the in- 
come would have been received if it had not been for the fact that 
a dispute arose giving rise to the judgment award for claim. 

Section 721 (a) (2) (C)—Income from exploration, discovery, 
prospecting, or search, or development of tangible property, pat- 
tern formula, or purchases extending over a period of months. 
This form of relief is intended for companies who over a long 
period of years have spent a great deal of effort in research and 
development which has now at long last come to fruition and un- 
fortunately in an excess profits tax taxable year. Generally speak- 
ing, the income of this type is allocated to the years in which the 
exploration, discovery, or development took place, and is allocated 
to those years on the basis of the cost of such research and devel- 
opment. You will, of course, immediately see how important cost 
records are in a claim of this type. Research and development costs 
may take the form of salaries, expenditure for materials, and 
numerous other expenses which would be classified in general 
terms only under a general accounting system. 

Section 721 (a) (2) (D)—Changes in accounting period or in 
accounting methods. In many cases, income is included in the 
taxable year solely by reason of a change in the accounting period 
or in the accounting method. 

Section 721 (a) (2) (E)—Income derived by a lessor because 
of the termination of a lease. An example of this would be the 
case where a man had leased a piece of property for a period of 
twenty years and the lease had been cancelled at the end of ten 
years, in which case he might be paid five years rent for the can- 
cellation. Presumably such an amount could be spread over the 
future years covered by the original lease. 

Section 721 (a) (2) (F)—Dividends on foreign corporations 
(except foreign personal holding companies). This particular ad- 
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justment of current year’s income is only used when the company 
is on the average earning basis, because such dividends would not 
be included in excess profits net income if the company were re- 
porting on the invested capital basis. The particular kind of relief 
afforded here is that such dividends are allocated to the years in 
which the foreign corporation accumulated the earnings which 
have now been distributed in dividends. Any accumulated earn- 
ings that were present at the time of the acquisition of the stock 
by the taxpayer are attributed to that year. 


Formula for Computing Abnormal Income 


The general rule is that income is abnormal if it is not custom- 
ary for the taxpayer to receive income of that class. However, it 
is not necessary that this condition exist in order to obtain relief 
under this section. If it is normal for the taxpayer to receive in- 
come of such class the section contains a mathematical formula for 
computing the amount of abnormal income. This is done by taking 
the average income of the same class for the four preceding tax- 
able years. The amount of the income of such class in the current 
taxable year which exceeds 125 per cent of the average of the four 
preceding taxable years is considered abnormal. If the taxpayer 
was not in existence for the four preceding taxable years then the 
average is taken for the years for which it was in existence. Re- 
member that this is a four-year average and the mere fact that the 
taxpayer had income of such class in only one of the four years 
does not prevent the division of the amount by four. For example, 
assume that the taxpayer received a judgment award of $40,000 
in the current taxable year and bad received an award in the pre- 
ceding taxable year of $80,000 but no such class of income in the 
three years immediately preceding that. The average for the four 
preceding taxzble years would, therefore, be $80,000 divided by 
four, or $20,000, One hundred and twenty-five per cent of this 
amount would be $25,000. The amount of abnormal income in the 
current taxable year would be the difference between $40,000 and 
$25,000, or $15,000. 

This figure is the gross abnormal income. It is then reduced by 
a mathematical formula contained in the law and in the regulations 
by a proportion of the direct expenses applicable to such income. 
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The abnormal income is then broken down into items of net 
abnormal income in the following way: 

1. Each item of abnormal income is reduced (but not below 
zero) by 125 per cent of the average income for the four 
preceding taxable years arising out of the same property. 

. A proper proportion of direct expenses is then applied in 
reduction of the item. 

. The net over-all abnormal income previously referred to 
is then apportioned prorata to the items of net abnormal 
income. 


A Restriction 


In general, items are to be attributed to other years in the 
amounts which are reasonable in the light of the events in which 
such items had their origin. A word of caution is not amiss with 
respect to these abnormal items in general. They are not to be at- 
tributed to other years to the extent that they are the result of high 
prices, low operating costs, or increased physical volume of sales 
due to increased demand or decreased competition. Nor can any 
portion of the income be allocated to other years which occurs by 
reason of improvement in business conditions or totally as the 
result of investment in tangible or intangible assets. 

This may seem like a confusing restriction, but if we understand 
the purpose behind it, it becomes fairly clear. Quite obviously some 
of the abnormal income mentioned will be expected as a result of 
the war economy. For example despite the fact that the company 
may have spent years in prospecting and discovery and develop- 
ment of a coal mine it is quite obvious that the demand this year 
for coal would be far above and beyond a normal demand. In al- 
locating income to the years of prospecting and development, 
therefore, we presumably would not be permitted to allocate the 
proportion of the abnormal profits resulting from abnormal de- 
mand and abnormal prices. Unfortunately no set of rules may be 
laid down for determination of this amount. Each case must be 
treated individually in the light of the circumstances and events 
surrounding them. 
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The Premium Products Case 


We have a graphic illustration of what is meant by “solely as 
the result of investment in assets” in the now famous Premium 
Products case which is the only case under Section 721 in which a 
decision has been handed down by the Tax Court of the United 
States. In this case a company purchased from another company 
some years ago some life insurance policies upon the life of its 
president. The purchase of these policies by the company under 
consideration resulted in the life insurance proceeds becoming tax- 
able income although they would ordinarily be exempt. The com- 
pany continued to pay the premiums on these policies for a num- 
ber of years until the president died. The taxpayer claimed that 
the income was abnormal and that it should be allocated into other 
years in proportion to the cost of the original purchase of the 
policy and the premiums paid year by year thereafter. In the 
brief it was argued that this was just like a construction contract 
in which investments were made from time to time over a period 
of years, and that the proceeds of the policy were the result of 
respective investments in the respective years and therefore should 
be allocated to those years in that proportion. Also, it pointed out 
that the taxpayer had not been allowed a deduction on the tax re- 
turn for the payment of life insurance premiums, and therefore it 
was only fair and equitable that the income should not be sub- 
jected to excess profits taxes. 

The Tax Court ruled that the taxpayer was quite right in alleg- 
ing that the income was abnormal in kind, since it was of a class 
not normal for the taxpayer and also was abnormal in amount. 
However, the Tax Court held that the taxpayer had no basis for 
the claim that it was to be allocated to other years. They disagreed 
with the reasoning of the taxpayer that the income was attributable 
to the fact that the company had paid these premiums each year, 
and despite the fact that there would have been no such income if 
they had failed to pay the premiums, the abnormal income was 
solely the result of the death of the president. Therefore, while 
the income was abnormal, it could not be attributed to other 
years. Taxpayer’s contention that it was not permitted to deduct 
premiums from its tax returns was not a cause of inequity, be- 
cause the total cost of the policy including its original cost and 
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all subsequent premiums could be deducted ‘from the proceeds in 
the taxable year. 


Relief Under Section 721 Is Immediate 


One very important phase of Section 721 is that the relief pro- 
vided is immediate. After computing the amount of abnormal in- 
come and the proportion which should be allocated to other years, 
the income is excluded from the tax return and the lesser tax 
paid as a result thereof. The tax paid for the current year is the 
tax on the current tax return after excluding this income, but to 
it is added any excess profits taxes which may resuit from the 
allocation to other excess profits tax years. In other words, if 
any of the abnormal income is attributed to years prior to Decem- 
ber 31, 1939, there is no excess profits tax to be paid on it. Of 
course, if it is attributed to the years 1940 or 1941, the rate paid 
will be lower than that paid in 1942. 

It is important to bear in mind that under no circumstances can 
the taxes paid by reason of the application of Section 721 exceed 
the amount that they would have been if no claim under Section 
721 had been made; in other words, they cannot exceed the amount 
that would have resulted if the income had been included in the 
year in which it was realized. 


Additional Considerations 


The tax saving, however, is not the full 90 per cent. As you 
know, the normal and surtaxes are computed on the normal tax 
or surtax net income after its reduction by the amount of income 
subject to the excess profits tax. Since, through the use of Section 
721, the amount of income subject to the excess profits tax is re- 
duced, it therefore follows that the amount of income subject to 
normal and surtax is correspondingly increased, so that generally 
speaking, the net tax saving will be the tax at 90 per cent less the 
normal and surtax. In corporations with incomes of over $50,000 
the saving would be approximately 50 per cent. 

Another important point to note is that the allocation of income 
under Section 721 results in including it in the gross income for 
the year to which the income is allocated. This affects both the 
unused excess profits credit carryover and the net operating loss 
carryover. In some cases, therefore, the apparent savings through 
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the application of Section 721 will be reduced by reason of this 
fact. As you can see, if you had an unused excess profits credit 
for 1941, let us say, of $50,000, and you allocated the income from 
1942 to 1941 in the amount of $20,000, the net effect would be to 
reduce the excess profits credit carryover by this $20,000 which 
would leave you exactly where you were before if this was the 
only year to which such income was allocated. By reason of the 
reduction of the carryover, the amount of income in 1942 subject 
to excess profits tax would be the same as if you had not applied 
Section 721. 

Furthermore, sometimes the allocation of income to the year 
1939 may have a similar effect. As you will recall, net operating 
losses in the year 1939 could be carried over to 1940. Therefore, 
if you had a net operating loss in 1939, the allocation of income 
under Section 721 to that year would reduce the operating loss 
carryover because, as I mentioned before, it is included in income 
of that year. Therefore, to the extent that such allocated income 
did not exceed the net operating loss for 1939, it would have the 
effect of reducing the carryover and therefore increasing income 
to the year 1940, which would only produce savings resulting from 
the lower rate that was in existence. 


Relief for Installment Basis Taxpayers 


So much for Section 721; there are other special relief provi- 
sions referring to income in the taxable year. Section 736 (a) 
and (b), for example, gives relief to installment basis taxpayers. 
This section applies to dealers in personal property who report 
their income on the installment plan. In many instances, dealers 
who have been selling on the installment plan and reporting their 
income on the installment basis (that is, reporting the income in 
the years when the collections are made, rather than in the year 
when the sale is consummated) show very large profits as a result 
of the fact that there is a shortage of this merchandise. As you 
can readily understand, under present-day conditions there has 
been a sharp curtailment in the operating expenses of such com- 
panies because of this fact. The result is that the income from 
sales of past years which has been deferred into the current year 
results in a net income to such a company completely out of pro- 
portion to its normal operations. In cases where the volume of 
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such sales fall below 80 per cent of the preceding four-year aver- 
age, Section 736 permits a recomputation of the income from such 
sales on the accrual basis of reporting the income in the years 
which the sales were originally made, for excess profits tax pur- 
poses only. However, in the year in which such relief is elected, 
recomputation must be made on the same basis for all past years 
subject to excess profits tax. Such relief must be elected on the 
tax return. Such election is binding for later years (unlike Sec- 
tion 721) and subject to certain other conditions. 


Income from Long-Term Contracts 

Section 736 (b) also permits special relief to companies deriving 
income from long-term contracts. This relief provision was orig- 
inally included under Section 721. For years beginning after De- 
cember 31, 1941, relief is afforded by Section 736 (b). This section 
is intended to provide relief for companies which have been re- 
porting income on their tax returns from long-term contracts when 
the contracts were completed. The relief is provided in the event 
that such income is abnormal by reason of the fact that it is not 
normal for the company to receive such income, or by reason of 
the fact that the income exceeds 125 per cent of the average income 
of the same class for the four preceding taxable years in the same 
manner as the classes of income under Section 721. The kind of 
relief afforded is that the company may recompute its income from 
such contracts upon the so-called “percentage of completion” basis, 
allocating to each year the proportion of income applicable to the 
amount of work performed. Such recomputation is made for ex- 
cess profits tax only. However, the recomputation is not only 
made for all excess profits taxable years, but for the base period 
years as well. Thus, if the company is on the average earnings 
basis, such a recomputation will affect its excess profits credit. 
The election to use this form of relief must be made upon the re- 
turn and is irrevocable. 


Other Provisions Relating to Current Year Income 

Just for the record, it is well to mention two other sections of 
the excess profits tax law which deal with relief for certain build- 
ing, mining, and timber corporations. Section 731 exempts from 
excess profits tax certain domestic corporations engaged in the 
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mining of certain specified or strategic metals such as manganese, 
nickel, etc. The relief afforded is that the tax is reduced by the 
proportion which is allocable to the income of such mines. 

Section 735 provides relief for certain mineral producers and 
timber operators, where the resources are being exhausted more 
rapidly than in the base period or where bonus payments are re- 
ceived from some agency of the United States for production in 
excess of the specified quota. It would take several hours to dis- 
cuss the mathematical basis for such relief. Generally speaking, 
if the excess output for the current year exceeds 5 per cent of the 
estimated amount of resources remaining in the ground each year, 
the excess profits net income is reduced by all or part of the income 
attributable to such excess output. 

So much for relief provisions which apply to abnormal income 
received in the current taxable year under methods by which the 
excess profits tax applicable to such income may be minimized. 


Relief Available to Corporations in Existence During Base Period 
But what of corporations whose income is not abnormal in char- 


acter as defined by any of the preceding sections, but whose taxes 
are excessive and discriminatory merely by reason of the fact that 
the yardstick for normal profits laid down by Congress is an inade- 
quate standard? As I mentioned before, excess profits depend up- 
on a fair definition of normal profits, and if normal profits are im- 
properly defined, it follows that certain corporations will suffer 
by reason of excessive and discriminatory taxes. The sections 
which provide relief in these instances are Section 711 and Section 
722. In most cases the difference between a “corporation entitled 
to use the average earning status” and a “corporation not entitled 
to use the average earning status” is that corporations which were 
in existence at any time during the base period years are entitled 
to use the average earning status. Those which were incorporated 
after December 31, 1939, are not entitled to use the average earn- 
ing status. 

To begin with there are a number of relief provisions available 
to all taxpayers who were in business during the base period which 
are automatic. Without going into a detailed discussion I am sure 
that we all realize that the very method used in arriving at the 
average base period net income is helpful to the taxpayer. In 
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using the straight average method the year.of the lowest profits 
or of the greatest loss is eliminated and there is substituted there- 
for a figure equivalent to the 75 per cent of the average of the 
other three years. Obviously, this has the effect of raising the base 
period income which reduces the amount of income subject to ex- 
cess profits tax. 

Furthermore, all corporations who were in business in the base 
period may use the so-called growth formula. Again without dis- 
cussing this in detail, the base period is divided into halves con- 
sisting of the first two years and the last two years. If the income 
for the last two years is higher than for the first two years, one- 
half of the difference is added to the sum of the last two years, 
the total is divided by two and the resulting figure is used as the 
average base period credit, with the proviso that it may not exceed 
the highest individual year in the base period. 


Adjustment of Base Period for Unusual Events 


Many pleas were received from corporations that if the aver- 
age base period is intended to be a measure of normal profits for 
the purpose of comparing such normal profits with profits in an 
excess profits tax taxable year, some adjustment should be made 
for various unusual events which may have occurred in the base 
period with the result that such base period income was reduced. 
The excess profits tax law attempts to put income in the current 
taxable year upon a comparable basis with the income as com- 
puted in the base period year. For this reason adjustments are 
made with respect to gains and losses from the sales and exchanges 
of capital assets, income from the retirement and the discharge 
of bonds, etc., which are generally in favor of the taxpayer. Sec- 
tion 711 (b) also permits the elimination of losses due to unusual 
events as, for example, casualty, demolition and similar losses, re- 
payment of processing tax to vendees, deductions on account of re- 
tirement and discharge of bonds, etc. These may be eliminated 
from your costs with the result that your average base period 
income is increased. ; 

Besides these unusual costs, adjustments are also permitted for 
abnormal and improportionately large deductions in the base 
period years. There are two specific classes of expenses which are 
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specified in the section and one general class, all of which come 
under the same general rule. 
The specific classes of deduction are as follows: 


711 (b) 1-H—Deductions attributable to any claim, award, 
judgment, or decree against the taxpayer, or 
the interest thereon. 

711 (b) 1-I —Intangible drilling and development costs paid 
or incurred for the drilling of wells or the 
preparation of wells for the production of oil 
or gas, and for development costs in the case 
of mines. 


However, the most interesting class of deduction which may be_ 
eliminated from your base period income is contained in Section 
711 (b) (1) (J), which provides that abnormal deductions of 
any class under regulations prescribed by the Commissioner may 
be eliminated under certain specific rules and conditions. 


The General Rule \ 


The same general rule applies to deductions mentioned under 
Section 711 (b) (1) (H) (1) and (J). In this respect, the amount 
of adjustment to be made is as follows: 


1. If the deduction is of a class which is abnormal for the 
taxpayer, that is, if it had no such deductions in other 
years, which are used for comparative purposes (which I 
will describe later), then the total amount may be restored 
to the income. 

. If the class of deduction was normal for the taxpayer, 
then the amount of the deduction which exceeds 125 per 
cent of the average amount of deductions of the same 
class in the four preceding taxable years may be restored 
to the income, This method of computation is similar to 
that which I mentioned under Section 721. However, 
there is a variation in this case. 


If the taxpayer was not in existence for the four taxable years 
preceding the year in which the abnormal deduction occurred, then 
you take whatever years there were preceding the year of the ab- 
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normal deduction and enough of the succeeding years following 
the abnormal deduction to make up four years, and even including 
the first excess profits tax year, but not any later than that. If 
there are still less than four years, then the average for whatever 
years there are is taken. For example, if a taxpayer began busi- 
ness on January 1, 1937, and had an abnormal deduction for the 
year 1938, the three years to be used in arriving at the 125 per cent 
figure are 1937, 1939, and 1940. The total of deductions of the 
same class for the three years would be added together and di- 
vided by 3, and 125 per cent of this figure would be taken. 


Further Limitations 


There is a further limitation on the amount in both of the above 
instances, whether or not the class of deductions was normal or 
abnormal, as I described before. In any event, the amount of the 
adjustment to the base period income in that year cannot be more 
than the difference between the amount of the abnormal income 
in the base period year and the amount of the deduction in the 
current taxable year. That sounds a bit complicated, but all it 
means is that first you arrive at the amount of the abnormal de- 
duction in the base period year, and then you subtract from that 
the higher of these two figures: 


I. 125 per cent of the base average as described, or 


2. The amount of deductions in the same class in the current 
taxable year. 


A further restriction to these adjustments is that— 


1. They cannot be a result of an increase in gross income 
or a decrease in another deduction in the base period. 

2. They cannot be the result of a change at any time in the 
type, manner, operation, size, or condition of the business. 


For example, let us say that for the year 1939 a company en- 
gaged in the production of airplane parts showed that its wages 
for direct and indirect labor were in excess of 125 per cent of the 
average of such deductions for the four preceding years. Upon 
investigation, however, it is determined that the reason for this 
increase was the institution of a training program for mechanics 
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in that year in order to provide for an expansion in operation. 
Under such circumstances no part of these deductions would be 
permitted to be restored to income under this section. It would 
seem, however, that if there were an excessive amount of idle time 
occasioned by unusual breakdowns in equipment or other circum- 
stances outside of the company’s control relief could be obtained 
in these instances because this would be due to none of the items 
previously enumerated. 

Similarly, assume that the commission expense for the sale of 
the company’s products increased by reason of the fact that the 
price of the product was increased. In such case no relief would 
be accorded. Also, no abnormal deduction may be claimed by a 
reason of the fact of different accounting treatment. For example 
if a company which performs its own trucking operations had al- 
ways charged gasoline taxes to cost of operations but in their 
base period year had changed its accounting method and charged 
it to tax expense, no claim under this section could be allowed. 


Section 722 


Now we come to Section 722 about which we have all heard so 
much. It affords such tremendous opportunities for tax saving 
that it must be studied with the greatest care. The purpose of 
Section 722 is closely related to Section 711, its purpose being to 
adjust one of the “measuring rods” of normal earning. If the 
definition of normal profits is incorrect the taxpayer will be sub- 
jected to an excessive and discriminatory tax. 

To illustrate, let us assume that a taxpayer had a fire during 
one of the base period years which seriously damaged his factory. 
Under Section 711 we could restore the amount of loss attributed 
to the fire itself to the income of the company, thus increasing its 
average base period income. But what of the lost production dur- 
ing the period that the factory was out of production as the result 
of this fire? Had there been no such fire it is possible that the 
taxpayer may have shown earnings far in excess of those shown 
by his tax return, even after eliminating the actual fire loss itself. 
Obviously, such a situation is inequitable in comparison with a 
taxpayer who suffered no such interruption. Section 722 permits 
the reconstruction of the profits which would have been realized 
and a constructive base period net income based upon the estimate. 
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The general rule under Section 722 provides that the taxpayer 
must prove two things: 


1. The tax without the application of Section 722 is exces- 
sive and discriminatory. 


2. What would be a fair and just measure of normal profits. 


The proof of the fact that a tax is excessive and discriminatory 
is very simple. If any of the events which I will enumerate shortly 
have occurred or if any of certain conditions exist, the tax is ex- 
cessive or discriminatory by reason of such incident or condition. 
The task of determining what is a fair and just measure of nor- 
mal profits presents a tremendous difficulty which I will discuss 
in detail under the various sections. 

In order that you may have a somewhat clearer idea of Section 
722 than may be gained by a reading of the law of the statute, I 
am going to discuss this section backward, that is, I am going to 
discuss Section 722 (c) which relates the corporation beginning 
business after January I, 1940, for the simple reason that if such 
corporation qualifies under Section 722, they may make use of all 
of the situations and devices which will be discussed under Section 
722 (b), which deals with corporations who were in business dur- 
ing all or part of the base period. 


Companies Coming Under Section 722 (c) 


As I mentioned before, there are corporations whose invested 
capital is low for one or more reasons. If they had been in business 
throughout the base period, they would have been entitled to use 


’ the average earnings basis as a measure of normal profits. But 


corporations which began business after January I, 1940, are not 
entitled to use the average base period income method. In certain 
cases Section 722 would provide for relief for such corporations. 

There are three classes of corporations mentioned under Section 
722 (c): 

1. The business of the taxpayer is of a class in which in- 
tangible assets not includible in invested capital make im- 
portant contributions to income. Exhibit A at the end 
of this article gives a number of illustrations including, 
for example, companies which developed their own pat- 
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ents, formulas, or processes as the result of research, the 
expense of which was not capitalized. The invested cap- 
ital of such corporations is not an adequate standard of 
normal earnings. If such corporation had been in ex- 
istence during the base period, it is unquestionable that ex- 
emption from excess profits tax would have been ma- 
terially higher by reason of the use of the average earn- 
ings basis. Therefore, if such a situation exists the tax is 
excessive and discriminatory by reason of the existence 
of such a condition, and the company may reconstruct its 
base period income in accordance with the principles out- 
lined elsewhere in Section 722. 

. Corporations in which capital is not an important income 
producing factor. There are many corporations which 
depend largely upon service and in which the investment 
of a large amount of capital is not required. Again I re- 
fer you to your check lists where there is listed a number 
of such companies such as fashion consultants, advertis- 
ing agencies, chemical laboratories, and the like. Here 
again quite obviously an excess profits credit based up- 
on invested capital would be an inadequate standard of 
normal earnings and a company would be permitted to 
use a reconstructed base period as the basis for its excess 
profits credit. 


. A corporation’s invested capital may be abnormally low. 
This might include companies who have leased plants, 
thus requiring a small investment as compared with com- 
panies who have built their own plant with a larger in- 
vestment. Perhaps this might include companies whose 
credit is guaranteed by parent or subsidized companies 
of various kinds. If such a condition exists it is again 
obvious that an excess profits credit based upon a per- 
centage of invested capital would be in an inadequate 
standard of normal earnings and this corporation would 
be entitled to the same relief as the two preceding classes. 


These are the three classes of corporations which began business . 
after January 1, 1940, who are permitted relief under Section 722 
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, the by the use of reconstructed base period earnings. It has been felt 
cap- that the mere existence of these conditions is enough to satisfy the 
‘d of requirements that the taxpayer prove under the general rules that 
| ex- the tax is excessive and discriminatory without the application of 
t ex- Section 722. Some doubt has now been cast upon this assumption 
ma- because of the recent issuance of G.C.M. 24013 in cases where the 
-arn- new company was impelled to begin business by reason of the 
ax is war. I personally disagree with a number of conclusions enunci- 
fence ated in that memorandum, but individual facts would govern in 
ct its individual cases. However, assuming the tax to be excessive and 
out- discrirhinatory, such corporations would be entitled to the use of 
all of the devices enumerated under Section 722. (b) for the 
~ome proper determination of a fair and just measure of normal income. 
hich Section 722 (b) provides relief for corporations who were in 
nent existence during a part or all of the base period years 1936 
I re- through 1939. There are four specific types of events or condi- 
nber tions enumerated in this section, and one general provision which 
rtis- permit corporations who do not fit any of the four specific pro- 
Tere visions to claim relief, providing the events or incidents are not 
up- inconsistent with the spirit of Section 722. 
, pe Relief Where Operations Interrupted or Diminished 
cess Section 722 (b) (1) provides relief for corporations where nor- 
mal production, output, or operation was interrupted or diminished 
seul by reason of events unusual or peculiar in the experience of the 
ail taxpayer. This refers primarily to physical events but is not neces- 
mee sarily limited to such events. We have broken up into four classes 
a the kind of events which could interrupt operations: climatic, po- 
litical, human action, and insects and bacteria. Our check lists are 
hose th . : ‘ 
; e result of a very considerable amount of research and investi- 
— gation. The check list shown as Exhibit A is not all-inclusive by 
p= any means. It contains only a portion of the items which we have 
per- compiled. 
uate It is important to note that the interruption must be both un- 
muld usual and peculiar in the experience of the company. For example, 
ses. some companies engaged in logging operations are accustomed to 
experiencing floods occasioned by spring rains. Such an event 
ESS . would be neither unusual or peculiar in the experience of the com- 
722 pany. However, such floods as occurred in the Pittsburgh area 
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during the base period which inundated a great many industrial 
plants would certainly fit within the definition of this Section. 


Relief Where Business Depressed During Base Period 


Section 722 (b) (2) deals with cases where business was de- 
pressed during the base period because of temporary economic 
circumstances that affected either the taxpayer’s business or the 
industry in which the taxpayer is a member. Everybody immedi- 
ately thinks of price wars, but we have listed a hundred different 
situations in our check lists which qualify under this Section. 
For example, economic disturbances of the kind created when 
a new invention renders your product inadequate, legal and 
political difficulties, group pressure such as may be received from 
organized labor, internal depressive influences, accidents, and cer- 
tain unexpected results in connection with your sources of supplies 
or outlets, and restrictive or indiscreet contractual obligations of 
various kinds. 


Again it must be recognized that such events must be both tem- 
porary and unusual. But it does not contemplate that the busi- 
ness is depressed if it realizes low earnings as the result of low 
volume of output, or low volume of sales, or from high manu- 
facturing costs, or from low sales price, or from any combina- 
tion of those factors. 

An economic circumstance is temporary depending mainly upon 
its character rather than upon the length of time it exists, and each 
situation must be considered in its own light. For example, a 
street car company may be losing a great deal of money because 
of the inroads into its business made by busses. This certainly 
would not be considered a temporary and unusual economic cir- 
cumstance because it is an example of a chronically depressed in- 
dustry. Furthermore high costs and low selling prices which are 
the result of the ordinary economic hazard of business in general 
would not qualify under this section. 

The following situation could qualify under this section: A 
taxpayer has conducted business with one customer for a long 
period of years. Suddenly the customer decides to manufacture 
the product himself and the taxpayer is compelled to develop a 
new market for his product. This would be a temporary and an 
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unusual economic circumstance which would qualify for relief 
under this section. 


Relief Where Variant Profit Cycle 


Section 722 (b) (3) deals with cases where there was a busi- 
ness depression in the base period because of a variant profits 
cycle or sporadic and intermittent periods of high profits in the 
history of the taxpayer or in the history of the industry of which 
it is a member. I am not going into detail on variant profits cycles 
because this is a question which should be taken up with a quali- 
fied statistical organization rather than developed by any ama- 
teurish efforts on the part of accountants. However, even a cur- 
sory examination of the Federal Reserve Index will indicate a 
great number of industries whose profits cycles vary materially 
from the general business cycle. This is notably true of the dur- 
able goods industries, particularly the manufacturing of locomo- 
tives, ships and boats, lumber mill products, carriage wagons and 
sleighs, cement, cast iron pipe, sand, lime, brick, planing mill prod- 
ucts, cooperage, and lead. There are similar examples in stone, 
glass and clay group, meat packers, wheat flour production, cane 
sugar melting, calf and goat leather, cigars, smoking tobacco and 
snuff, newsprint, coke, and tires and tubes. For those of you who 
might be interested in conducting some preliminary survey of your 
own industry, I have cited several references to some reliable 
sources. 


Relief Where Change in Business or Start Immediapely Prior to 
Base Period 


The broadest and most easily applicable section contained in 722 
however, is Section 722 (b) (4). This deals with a change in the 
character of business or the situation where a business was com- 
menced during or immediately prior to the base period. A corpo- 
ration which began business some time during the base period and 
does not have a complete base period history is afforded some relief 
under Section 711. For example, if a corporation began business 
in 1938, it may use the average earning method for excess profits 
credit. It is permitted under Section 711 to reconstruct the years 
1936 and 1937 by using 8 per cent of its invested capital as the 
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earnings for those two years. Section 722 (b) (4) goes consid- 
erably further than that. It permits the reconstruction of the esti- 
mated profits for the base period years 1936 and 1937 on the 
basis of the earnings that they would have made had they been in 
business during those years. As you can readily see, in many cases 
this will result in a very considerably higher average base period 
net income. Remember further that the mere fact that the company 
began business during the base period or iramediately prior to the 
base period qualifies them for relief under this Section provided 
the full normal earnings were not realized for all years. Also 
please remember that the full four years may be reconstructed in 
these cases. I will discuss this matter later. 

The general principal involved is that a business which had be- 
gun business during or immediately prior to the base period will 
take some time before it reaches normal earning capacity. It is 
apparent that any definition of normal profits must be based upon 
the normal earning capacity of the business. In order to determine 
that, it must be reconstructed for the entire four years of the base 
period at a normal level of operations. This, of course, may be 
quite different from the actual level achieved in each year. 

Furthermore, Congress recognized if such relief were granted 
to new corporations the mere formation of a new corporate struc- 
ture should not serve to withhold relief from existing corpora- 
tions who had changed the character of their business in a material 
fashion. In other words, where a company instead of forming a 
new corporation to conduct a new kind of business merely pro- 
ceeded under the old corporate form, in a completely different busi- 
ness, it would be unfair to compare earnings in an excess profits 
year based on one kind of operation with earnings in a base period 
based upon another operation. Therefore these corporations have 
been given the opportunity to reconstruct the entire base period 
at a normal earning level applicable to the changed character of 
the business. 


Change in Character of Business Defined 


A change in the character of the business has been given an 
extremely broad interpretation by Congress. It includes the fol- 
lowing five specific definitions and two supplementary definitions: 
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nsid- 1. Change in the operation or management of the business. 
esti- This includes changes in key personnel, manufacturing 
| the processes, selling plans and technique, and the host of 
en in other items which we have detailed in our check list. 
er 2. A difference in the products or services furnished, which 
riod might include the addition of profitable products or de- 
wd partments or the deletion of unprofitable products or de- 
> the partments as well as the development of by-products and 
A other items. 
re 3. A difference in the capacity for production or operation 

which would, of course, not only include new plants or 
bee additions to existing plants, but new machinery and 
: methods, new processing and manufacturing, rearrange- 
ro ment of facilities and the host of other items which might 
influence or increase production. 
<r 4. A difference in the ratio of non-borrowed capital to total 
hase capital. This is really a very minor provision which I will 
be not discuss at any length. It merely provides relief in the 
form of the elimination of interest expense which may 
ied have been paid on borrowed capital during the base 
oes period. 
ora- 5. The acquisition before January 1, 1940, of all or part - 
rial of the assets of a competitor with the result that compe- 
ig a tition of such competitor was eliminated or diminished. 
oro- This, of course, is self-explanatory. I might mention that 
usi- it is immaterial whether the transaction was taxable as 
re long as the competition was eliminated. 
i 
ave The section further provides that any change in the capacity for 
riod production or operation which was consummated after 1939 as a 
of result of a course of action to which the taxpayer was committed 
prior to January 1, 1940, shall be deemed a change in the char- 
acter of the business after December 31, 1939. It further:provides 
that the acquisition before May 31, 1941, of substantially all the 
an assets of a competitor engaged in the dissemination of informa- 
fol- tion through the public press with the result that competition ex- 
ns: isting before January 1, 1940, was eliminated, is also deemed to 
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be a change in the character of the business as at December 31, 


1939. 

As you can see there are literally hundreds of incidents and 
events which would permit a corporation to qualify under this 
section. It is important to note, however, that such changes must 
be material and they must be reflected in a higher level of profits 
than would otherwise have been attained. For example, a change 
in key personnel would not qualify a corporation for relief unless 
such a change were reflected in a change in the policies of the 
management with the result that profits increased. Furthermore, 
the mere existence of the change and the increased profits will not 
be sufficient evidence. A definite relationship between the change 
of management, the change of policy, and the change of profits 
must be shown. 


Some Examples 


Likewise, a mere improvement in the product of service does not 
constitute a difference in the product of service and no changes 
which businesses in general are accustomed to make in the course 
of usual or routine operations would be considered a change in the 
character of the business. Here are some examples of a change in 
operation or management : 


1. Corporation “A” was reorganized in 1936 and the new 
directors and officers instituted drastic changes in man- 
agement and production policy which was not reflected 
in the corporation’s earnings until 1939. 


2. In 1937 a corporation engaged in coal mining converted 
from hand loading to mechanical loading which reduced 
operating costs. 

3- A corporation that prior to 1938 marketed its products 
from door to door in that year changed its sales methods 
to direct sales to retailers. 

4. A corporation suffered a severe reduction in volume due 
in part to economic conditions but principally to financial 
mismanagement. In 1939 new management was provided, 

new financial policies adopted, and earnings thereby in- 

creased. 
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Some examples of a difference in product or services furnished 
are: 


1. A corporation during its base period was engaged in radio 
broadcasting and in the department store business. How- 
ever, on January I, 1940, it was only engaged in the 
radio broadcasting business. 

2. A company engaged in extensive research during the base 
period perfected and obtained a patent, and employed 
new marketing methods, enabling it to sell a new product 
never before sold. 


Here are some examples of a difference in the capacity for pro- 
duction or operation. Please bear in mind that this not only deals 
with new facilities but also where latent productive or operating 
equipment is utilized or where newly developed technique are em- 
ployed. They also include cases where liquid working capital has 
been increased. Two examples: 


1. A radio broadcasting station increased its power during 
the base period enabling it to serve a larger territory and 
increase its advertising rates. 

2. A manufacturer engaged in the manufacture of dental 
equipment in 1937 entered the field of manufacturing cus- 
tom-built precision parts and instruments for the avia- 
tion industry. 


Some Limitations 


It should be understood that the sole purpose of Section 722 is 
to establish a fair and just measure of normal profits, and this 
thought must be carried in mind in arriving at the constructive 
average base period net income. It is for this reason, for ex- 
ample, that the 75 per cent rule or the growth formula may not 
be used as a matter of right, according to the regulations, but only 
if its use is within the spirit of the Section. For example, if we 
take Section 722 (b) (3) (b) which deals with sporadic and in- 
termittent intervals of high profits which are not reflected in the 
base period, it is quite obvious that if the taxpayer were permitted 
to substitute one such high profit year for some year in the base 
period, such a substitution might be made in the years 1938 or 
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1939. Under such circumstances, the taxpayer would not only 
receive the benefit of a substituted high profit year but might also 
attempt to claim the growth formula which might give him a base 
period credit, higher than that to which he was fairly entitled. 

If an attempt is made to reconstruct profits which were not 
realized by reason of an interruption in production, it must be 
shown that the loss of profits in one period was not offset by 
higher profits in a following period. In other words, if a plant 
normally operating at 50 per cent of capacity were shut down for 
three months, and in the subsequent period operated at 100 per 
cent of capacity for three months with the result that no profits 
were actually lost, such a corporation would not be entitled to re- 
lief under Section 722 for that reason. 

Likewise, in claiming relief under Section 722 (b) (2) as a re- 
sult of a temporary economic depression or 722 (b) (3) asa 
result of a variant profits cycle, the entire base period would have 
to be considered and not merely the period when the depression 
occurfed. 


Considerations Relating to Change in Business or New Business 


The important point to note under Section 722 (b) (4) which 
deals with a change in the character of the business is to note that 
the entire base period is reconstructed on the basis of a normal 
level of operations which either had been achieved by December 
31, 1939, or would have been achieved had the change in the char- 
acter of the business occurred two years before it did so. How- 
ever, having established this so-called normal level of operations, 
the entire four years of the base period are reconstructed in the 
light of demand, prices, cost, and other business conditions which 
existed throughout the period. 

Congress has recognized that there is a normal time lag between 
the time a business is commenced or changed in character and the 
time when it reaches a normal period of operation. If this normal 
level of operations is not reflected through the entire base period, 
the excess profits tax is discriminatory and excessive because of 
this fact. This gives definite meaning to the phrase, “during or 
immediately prior to the base period.” In other words, it does not 
make any difference whether you began business or changed the 
character of the business in 1935, 1934, 1933, or in any specific 
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year, as long as it can be shown that the business had not reached 
a normal level of operations prior to the beginning of the base 
period. 

If your business did reach a normal level of operations at any 
time prior to December 31, 1939, it is that normal level which 
should be determined and used in reconstructing your base period 
income for the years when operations were below normal levels. 
If, however, your business had not reached its normal operating 
level by December 31, 1939, it is necessary to determine the op- 
erating level it would have reached if it had begun business or 
changed the character of the business two years before it did so. 
This has been misinterpreted by many people as meaning the level 
that it reached on December 31, 1941, but this is an erroneous in- 
terpretation. No regard may be had to events or conditions which 
existed after December 31, 1939, in determining a normal level 
of operations. Thus, if your business had not reached its full 
normal of operations by December 31, 1939, you are restricted to 
the use of facts, events, economic circumstances, incidents, and 
other proofs which were at hand not later than December 31, 
1939, in determining what the normal level would have been if you 
had begun business or changed the character two years before. 
No rules may be laid down for this determination. Each case 
must be considered upon its own merits. 


Restrictions on Amount of Excess Profits Credit 


Furthermore, there are restrictions as to the amount of recon- 
structed excess profits credit which may be used in any specific 
excess profits tax year in such situations even after the normal 
level of operations has been determined. This restriction pre- 
vents the use by the taxpayer of the full normal reconstructed 
base period credit in such excess profits tax years where the tax- 
payer did not actually reach such earning level. 

For example, assume that a corporation had reached only 50 
per cent of normal operating capacity by December 31, 1939. If 
he had begun business two years before, let us assume that it 
would have reached 100 per cent capacity by December 31, 1939. 
However, for the year 1940, it had only operated at 75 per cent 
of capacity and for the year 1941 at 100 per cent of capacity. Under 
the regulations, it would be presumably allowed to use only 75 
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per cent of its base period credit for 1940, whereas for the years 
1941 and thereafter it would be permitted to use 100 per cent of 
its normal earning power. In the absence of unusual conditions, 
the practical effect of this ruling is to eliminate an excess profits 
credit carryover in such cases for the years when the company 
was growing. Please note, however, that this two-year restric- 
tion does not apply to companies who consummate a change in 
the capacity for production or operation after 1939 as a result 
of a course of action to which they were committed prior to 
December 31, 1939. Let me report that this only applies to a 
change in the capacity for production or operations. Furthermore, 
a commitment must be a definite commitment. While no rules 
may be laid down for this, presumably, it contemplates a contract 
or a recorded course of action by a Board of Directors or some 
similar definite commitment, In such cases, the productive 
capacity, whenever consummated, may be used as the basis for 
the reconstruction of the base period income always, of course, 
with due consideration to the demand and other economic condi- 
tions which existed during the base period years. 


Exuisit A 
CHECK LIST FOR SECTION 722 


This check list is intended as a working guide to tax prac- 
titioners seeking the relief provided by Section 722. It is not 
intended to be all inclusive but merely to suggest in more con- 
crete form the various kinds of events or incidents which may 
have adversely affected the trend of the taxpayer’s business during 
the base period with the result that its average income is an 
inadequate standard of normal profits. 

It is difficult enough to review the events of the current taxable 
year in order to give proper tax advice. It is unquestionably 
vastly more difficult to conduct an investigation of a four-year 
period which ended nearly four years ago in attempting to dis- 
cover events which are not reflected on the record (since that is 
the essential nature of Section 722). It deals with profits which 
did not occur in the base period as contrasted with profits which 
did occur during the current taxable year. 
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It would seem that any tax man would be remiss if he did not 
use some such tool with which to prod with a view towards unearth- 
ing a proper basis for the relief which may be properly due him. 


Section 722 (b)(1) Claims 

Normal production, output, or operation was interrupted or 
diminished because of an occurrence immediately prior to or dur- 
ing the base period of events unusual or peculiar in the experi- 
ence of the company. 


Climatic, meteorological, and geological events, such as explo- 
sion, lightning, flood, fire, earthquake, blizzard, windstorms, vol- 
canic eruptions, landslides, stream or river changing its course, 
extreme dry, wet heat or cold waves. 


Events associated with political and social action, such as con- 
demnation or seizure, appropriation, forced relocation, forced 
cessations, restraining actions, injunctions, desist production de- 
crees, etc. 


Events associated with other human action, such as strikes and 
picketing, sabotage, interference with production or sale. 


Events associated with insects, bacteria, animals, such as epi- 
demics, periodic ravages by locusts, grasshoppers, rodents, boll- 
weevil, etc., termite destruction, blight, animal migrations. 


Section 722 (b)(2) Claims 
These involve cases where your business was depressed in base 


period because of temporary economic circumstances that affected 
your business alone or the whole industry, for example— 


Reverberations—physical interruptions or economic distress 
to others may mean economic depression to you. 


Where your source of supply upon which you are depend- 
ent is temporarily and unexpectedly cut off. 


Where transportation or power is cut off. 


When any depressive influences destroy your sources of 
supply, market, credits, customers. 


711 











N. A. C. A. Bulletin March 1, 1944 








Economic disturbances 


Sudden and revolutionary changes are unexpected calami- 
ties. Examples are— 


A new invention renders your product inadequate and 
you are forced to make adaptations that consume 
time. 

A new type of competition appears. 

Closed banks preventing credit. 

Unexpected legislation. 


Legal and political difficulties 


Where your business was affected by the relocation of in- 
dustries, migrations, reclamation programs. 
Where local laws cause unusual interferences, for ex- 
ample— 
Embargo tariffs, excessive haulting inspections. 
Unequal tax burdens (usually local, like the tax on 
chain stores). 
Health laws. 
Police laws, fire laws, public nuisance laws. 
Injunctions, decrees, or foreclosures. 


Where laws generally permit unusual creation of unex- 
pected monopolies, discourage marketing, or sources of 
supply. 


Group pressures 
Organized labor pressures, boycott, picketing, gangster 
coercion, consumer leagues pressure, sanctions by re- 
ligious or other pressure groups, dictation from mono- 
polistic groups (suppliers, customers, transporters, etc.). 


Internal depressive influences 


Dissention and quarreling among management. 
Theft and embezzlement. 

Crippling or unusual litigation. 

Excessive waste and spoilage. 
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Encroachments on working capital (speculation, excessive 
dividends). 

Possibly here too we may bring in incompetence, inexperi- 
ence, or neglect—reflected in poor promotion, poor sell- 
ing, inferior product, poor location, speculation, failure 
to maintain properties in periods of earnings, deferring 
repairs, unreasonable moving costs, failure to maintain 
research, development, market analysis, effective selling. 

Include possibly serious difficulties caused by bad credit 
policies such as over-expansion and speculation, high 
rate of losses, incompetent handling of customers, pos- 
sibly too harsh handling of customers. 

Possibly we can use unreasonable losses where investment 
in undesirable or uneconomic property secured excessive 
financing charges, excessive depreciation to be absorbed, 
lack of utility, expensive operations, too little mechaniza- 
tion. 

The law may well cover unusual, unforeseen financial diffi- 
culties caused by improper financing, inferior budgeting, 
expensive floating of working debt, inventory accumula- 
tions, inability to get usual financing, stockholder insist- 
ence on dividends. 

Unfair and ruinous competition and practices, for ex- 
ample— 

Price wars and similar practices. 

Unfair labor practices of competitors. 

Infringement on your patent, copyright, trademark. 
Theft of secret processes. 


Accidents and sudden, unexpected events, such as— 

Your product suddenly met with public disapproval. 
(This has unexpectedly happened with foods, bever- 
ages, patent medicines, etc.) 

Possibly unexpected product deficiencies causing loss 
of customers, or high cost of meeting such com- 
plaints and returns. 

Materials supply changed in quantity or quality (in 
one case a severe deteriorating in quality of a prod- 
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uct with consequent loss of market was caused by an 
undetected change in the quality of the water supply; 
in another case tanning formula ceased to work and 
ruined many hides). 

Unforeseen personnel difficulties such as illnesses of 
important people, inability to get employees due to 
market conditions, accidents, occupational diseases. 

Unlooked for location problems causing difficulties 
with source of supplies, movement of customers to 
.other districts. 


Eggs in one basket, for example— 

Where business is dependent on— 
a single or small group of suppliers, or 
a chemist or key individual who controls the process 

of production, or 

a license. 

A sudden loss of the customer, the market, or the 
sources of supplies, the license, or the key individual. 


Restrictive or indiscreet contractual obligations, such as— 

Restrictions against sales in certain areas, certain 
articles. 

Restrictions imposed by contracts with unions, com- 
petitors, etc. 

Long-term purchase contracts at high price. 

Long-term sales contracts at too low a price, etc. 

Unusual problems because of lawsuits, injunctions, 
patent problems that disrupt business, stockholders 
actions for accountings that prevent normal busi- 
ness activities. 

Unexpected forfeiture or foretlosures. 


Section 722 (b)(3)(A) Claims 
These involve cases where business cycle did not conform to 
the general business cycle and earnings in base period were there- 
fore depressed. Most tax men seem to avoid these cases, although 
there are many examples which will fit the section. I advise 
consultation with a reliable statistical organization carrying weight 
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and authority. For those who wish to conduct some private in- 
vestigation, however, I refer them to Standard and Poor’s “Cor- 
poration Records,” Standard and Poor’s “Trade and Securities,” 
Moody’s Manual, and National Industrial Conference Board 
Library and its publication, “Basic Data on Excess Profits Tax 
Relief.” 


Section 722 (b)(3)(B) Claims 
These involve instances in which profits are sporadic and inter- 
mittent and not adequately represented in base period. 


Influenced by climate or weather 
Farming, horticultural, agricultural and live stock. 
Canning companies, fisheries, some mining and shipping 
industries. Manufacture of umbrellas, raincoats, etc. 
Resort hotels, furs, summer and seasonal clubs, open air 
restaurants, theatres. 
Beverage companies. 


Influenced by human action 
Marriage rates, birth and death rates. 
Migrations, immigration, etc., in certain communities. 
Influenced by sources of supply 
Rare paintings, antiques, objets d’art, ambergris (for per- 
fumes), etc. 
Influenced by capricious or uncertain sales market 
Acceptable styles and public demand depends on unpre- 
dictable public taste. 
Games, toys, puzzles, specialties, jewels, bowling alleys, 
bridge and mah jong clubs, bicycles, health clubs. 
Business heavily influenced by occasional best sellers 
(books) styles, etc. 


Section 722 (b)(4) Claims 
These involve a change in character of business, or the com- 
mencement of a new business during (or immediately prior to) 
the base period. 
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Changes in management or operation 
Key personnel. 
Manufacturing processes. 
Selling plans and techniques. 
Financing methods. 
Sales outlets. 
Packaging. 
Shipping and delivery methods. 
Decentralization or centralization of distribution centers. 
Construction, erection, or installation method. 
Outside contracts versus own employees. 
Subcontracting. 


Changes in products or services 
Addition of profitable product or department. 
Deletion of unprofitable product or department. 
Patents, formulas, and processes. 
Development of by-products. 
New uses for old products. 
Trademarks versus private brands. 
Bulk versus packaging. 
Wholesale versus retail. 


Change in capacity for production or operation 

New plants or additions. 

New machinery or methods. 

New processes. 

Rearrangement of plant facilities. 

Development of latent facilities through new products, or 
by-products. 

Speeding up of machines. 

Two and three shift operations. 

Added working capital. 

New and expanded markets. 

Improvements in product or service permitting increased 
prices, larger sales, new uses. 

Dehydration and concentrates. 

Expansion of staff in service businesses, technical, artistic, 
and creative. 
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Enlarged circulation in periodicals and newspapers. 
New mailing lists in mail order houses. 
Difference in ratio of non-borrowed capital to total capital 

If capital was largely borrowed at beginning of base period 
but converted to equity capital at end of base period, 
the interest element charged as expense may be elimi- 
nated from base period expenses. But do not overlook 
the fact that borrowings reduced during the base period 
as a result of earnings (which are additions to equity 
capital) will qualify here. 


Acquisition of competitors assets 


It is immaterial whether transaction was taxable as long 
as competition was eliminated. 


Section 722 (C) Claims 

This section deals with those companies not entitled to use the 
average income method. If, however, any of the following con- 
ditions exist, the company may be eligible for relief and may use 
a constructive average base period income. 


Section 722 (c)(a) 
Intangible assets not includible in invested capital make im- 
portant contributions to income 


Companies which developed their own patents, formulas, 
processes as a result of research not capitalized. 

Public use of patents formulae and processes. 

Goodwill, trade names or trade marks. 

Expired patents, copyrights. 

Riparian rights. 

Right of way, etc. 

Natural mineral and oil deposits. 

New corporations affiliated with established concerns using 
their prestige, credit, sales, manufacturing or distributing 
agencies. 

Trade agreements and cartels. 
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Section 722 (c)(b) 
Capital is not an important income producing factor 


Fashion consultants. 

Advertising agencies. 

Engineers. 

Chemical laboratories. 

Research organizations. 

Health and welfare agencies. 

Real estate management corporations. 
Subsidized industries and subcontractors. 
Employment agencies. 

Educational and religious corporations. 
Federations and societies. 

Orchestras and entertainment. 

Plays and traveling troupes. 

Music writers and publishers. 
Commission merchants. 


Section 722 (c)(c) 
Invested capital is abnormally low 
Companies who lease plants, or equipment instead of pur- 
chasing. 
Companies whose credit is guaranteed by parents or affili- 
ates. 
Subsidized companies. 
Exclusive distributors of products of manufacturers. 
See also 722 (c) (a). 





























The Twenty-Fifth 
International Cost Conference 


Palmer House, Chicago June 25-28, 1944 
PROGRAM 


Monday, June 26—Termination of War Contracts 
Morning: 
General Termination Problems 
A general discussion of the problems involved in contract ter- 
mination. 
The Cost Basis for Settlements 
Discussion of cost accounting problems involved in contract 
terminations. 
Afternoon: 
Termination Organization and Procedures 


A case study. 
Discussion—Termination of War Contracts 
Speakers for the day with additional participants. 


Tuesday, June 27—Cost Accounting in Tomorrow’s 
Competitive Economy 
Morning : 
Cost Requirements of a Competitive Economy 
Cost accounting problems involved in the shift from a wartime 
cost-plus economy to a post-war competitive economy. 
Cont Gonee te Profits—Over-All Planning and Control 
A discussion of planning and control through forecasts, budgets, 
and standards. 
Afternoon : 
Cost Control to Make Profits—Shop Cost Control 
A discussion of shop cost control based on physical units. 
es a Accounting in Tomorrow’s Competitive 
Speakers for the day with additional participanis. 


Wednesday, June 28—Property Accounting 
Morning : 
Unscrambling Property Accoun’ After the W. 

Problems arising from ue, suai. poverantentounal 
facilities, excess and idle facilities, reconversion, special obso- 
lescence, etc. 

i A 


Discussion—Property Accounting 
Morning’s speaker with additional participants. 























